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The Excess Profits Tax: War Profits or High Profits? 


Distinction Must be Made Clear as Nation Moves Toward a War Economy 


by Epwarp H. Co..ins., Member, Editorial Staff, New York Times 


W™ the United States, three months after the North Korean invasion moving rapidly in. the 
general direction of a war economy, the question of tax policy has logically taken on a 
new importance. In the process it has produced some new controversial issues and has revived 


a number of others that are not so new. Among 
the latter, none perhaps, has returned to life 
with greater vigor than the issue of the excess 
profits tax. 

A new revenue bill whose principal objective 
originally was to grant relief from some of the 
excise taxes carried over at the end of World War II 
was on its way through Congress in late June when 
the fighting broke out in Korea. The measure had 
been cleared in the House and was before the Senate 
Finance Committee when President Truman, on 
July 25, asked for an immediate tax increase of 
$5 billion. It fell to that committee, therefore, to 
rewrite the House bill completely in the light of this 
sudden and drastic reappraisal of the nation’s budge- 
tary needs, 


The Finance Committee performed the task with- 
out great difficulty, mainly by increasing existing 
taxes on individual and corporation incomes. But 
when the measure, calculated to raise upward of $4.5 
billions emerged from the committee it found itself 
confronted with a major hurdle in the Upper Cham- 
ber itself. That hurdle was the insistence on the 
part of a highly-vocal group that an excess profits 
tax be included in the bill. Leaders of this group 
announced flatly that they were going to propose 
such an amendment on the floor and that they had 
the necessary votes to pass it. 


Senator Walter F. George, of Georgia, veteran 
chairman of the Finance Committee, whose respon- 
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sibility it was to steer the bill through the Senate, 
vigorously opposed such action, and declared he 
would withdraw the bill if the amendment were put 
forward. The controversy that ensued during the 
following fortnight was marked by a good deal of 
acerbity on both sides, but the conclusion was a 
stalemate. In the end, the bill’s sponsors succeeded 
in heading off the threatened amendment but only 
at the cost of a major compromise. They agreed to 
accept a substitute amendment which directed the 
Ways and Means Committee and the Senate Finance 
Committee to include an excess profits tax in the 
second defense revenue bill (on which work is to 
begin early in 1951) and to make the provision 
retroactive to October 1, 1950. 


Methods, Motives Challenged 


At the height of this controversy, Senator George 
challenged both the methods and the motives of 
those who were leading the fight for an excess 
profits tax. On the question of method, he said in 
an interview: “You can’t just slap an excess profits 
tax on without ‘giving the people who would have 
to pay it a chance to be heard.” The Senator ven- 
tured to suggest that those behind the proposed 
amendment were less interested in writing what he 
called a “true war profits tax” than in “establishing 
a precedent for a permanent (peacetime) excess 
profits tax.” 
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Senator George, in making the last-named point 
was not merely indulging his own personal resent- 
ment. The amendment he obviously had in mind 
was that of Senator Joseph C. O’Mahoney, of 
Wyoming. And this being the case he would have 
had little difficulty in supporting his case in terms 
of logic and in terms of the history of the excess 
profits tax in this country. 

It is fair to say that a vast majority of Americans 
subscribe in principle to the idea that no one should 
be permitted to turn a war emergency to his per- 
sonal financial advantage. Translated into terms 
of wartime taxation this means that a vast majority 
of Americans would favor a heavy tax on any 
“windfall” profits that might accrue to industry in 
wartime. That is the principle that Senator George 
clearly had in mind when he alluded to a “true war 
profits tax.” It was, moreover, the essential prin- 
ciple underlying Britain’s EPD (excess profits duty) 
of World War I, and her EPT (Excess Profits Tax) 


War Wealth”, by J. R. and U. K. Hicks and L. 
Rostas. Here is the conclusion reached by these 
authors: 

A war profits tax is a tax on windfall profits; 
since there is very little reason in equity for 
claiming that anyone has the right to such profits 
in wartime, the special taxation of these profits 
can give little justifiable cause for complaint. But 
as soon as any element of the high profits prin- 
ciple is included, the tax becomes to that extent 
a general profits tax, a general profits tax which 
discriminates between firms according to the de- 
gree of profitability. The fundamental fallacy in 
the high profits principle consists in its neglect 
of the fact that all taxation is ultimately paid by 
individuals, not by corporate entities, which have 
a purely legal individuality. Taxing company 
profits is a means of taxing shareholders. It is 
perfectly reasonable to discriminate between per- 
sons, taxing richer persons at a higher rate; but 
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of World War II, and it was certainly the major 
motif in the American version of that tax in World 
War II. The basic formula in all such wartime tax 
laws (though subject to various modifications) was 
the imposition of a special tax on the excess of 
wartime profits over pre-war profits, with the pre- 
war standard usually defined as the average for a 
period of three or four years immediately preceding 


the war. 


A Distinction is Necessary 


Unfortunately, however, the term “excess profits 
tax”, especially when it is employed by politicians, 
doesn’t always mean a “war profits tax” in this sense 
at all. Frequently it is used to describe a tax levied, 
not on the excess of wartime profits over pre-war 
profits, but on all profits in excess of some arbitrary 
selected “normal” or “fair rate of return on invest- 
ment”, Authorities distinguish sharply between these 
two broad classifications of excess profits tax, which 
they define, respectively, as the “war profits” prin- 
ciple and the “high profits” principle. 

The generally-accepted evaluation of the two is 
well summarized in the study, “The Taxation of 
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the means of doing that is the income tax. It is 
not reasonable to discriminate between firms, 
without thinking what this implies among their 
shareholders. It is only by sticking as closely as 
possible to the war profits principle that an accept- 
able standard of equity in excess profits taxation 
can be attained. 

Naturally, any proposal for an excess profits tax, 
made as the country stands on the brink of a long 
drawn out conflict, has an obvious and enormous 
political appeal, especially when the layman assumes 
the proposal is to relate to the taxation of “windfall” 
war profits. 


Not Pre-war “Norm”. 


But the fact of the matter is that the measure 
proposed by the highly-vocal group, while it pur- 
ported to be an anti-profiteering (or war profits tax) 
was in reality a tax on all profits above a “norm” 
arbitrarily selected. The “norm” would not have 
been the pre-war average, but 75 per cent of the 
pre-war average. Furthermore, it would have allowed 
a flat exemption of $25,000 before the EPT became 
effective (as against $10,000 in World War II legis- 
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lation) ; in addition, it was not a flat tax, but a 
progressive tax. These provisions, it should be noted, 
would have had the effect of discriminating sharply 
between the small corporation and the large one. 


Opponents of the measure pointed out that an 
excess profits tax whose productivity depended upon 
the continuance of the war effort could not be 
expected to survive the latter. A tax, on the other 
hand, which rested upon some arbitrary and inde- 
pendent formula of its own, unrelated to the question 
of war or peace, might quite conceivably, given 
favoring political conditions, be retained after the 
war and welded, as it were, into the nation’s per- 
manent tax structure. 

The nation witnessed almost identically the same 
thing in the early years of World War II, and this 
time at the hands of the Administration itself. 
Secretary Morgenthau and Assistant Secretary John 
L. Sullivan did their utmost in 1941 to have the 
Ways and Means Committee and the Senate Finance 
Committee abandon the principle of the war profits 
tax in favor of a tax on all profits above a “fair 
return” of 6 per cent. Such profits, declared Mr. 
Sullivan, in a remarkable bit of testimony before 
the Ways and Means Committee, “are often due, 
not so much to outstanding service to the public as 
to monopoly, imperfect competition or fortunate 
circumstances.” This proposal, which was decisively 
rejected by both committees, was widely interpreted 
at the time, in the absence of any financially logical 
explanation, as a strategic back-fire against those 
who at the time were urging that a wage ceiling be 
included in the then pending price-control bill. 

The whole history of the EPT in the United States 
supports Senator George’s observation that those 
who advocate a “high profits” tax in time of war 
are more likely than not to be thinking in terms of 
a permanent peacetime tax. The first EPT enacted 
in this country was enacted by the State of Georgia 
in 1863. That was a war year, but this tax, which 
was imposed on all corporate earnings above a 
return of 8 per cent on the capital stock looked well 
beyond the war. It was earmarked for the payment 
of pensions to the State’s war veterans. 

The EPT had its first real development inter- 
nationally in World War I as a result of the great 
need for increased revenue and the feeling that it 
was unjust for business to profit from war while 
men were dying by the thousands in the trenches. 
The tax was first confined to specific industries, 
such as the manufacture of munitions, or, in the 
neutral countries, concerns that were profiting by 
special war trade with the belligerents. But in 1915 


the tax was expanded to cover war excess profits in 
general. With few exceptions the principal objective 
of such taxes was to tax heavily the excess of war- 
time profits over those of the immediate pre-war 
period. The United States was a conspicuous excep- 
tion to this rule. But that was because in this country 
special circumstances were at work. Up to 1913, 
because of Constitutional limitations, the Federal 
government was unable to rely on direct taxes as a 
source of revenue, depending in the main upon 
excise taxes on such items as liquor and tobacco 
and customs duties. The Federal income tax, when 
the war broke out, was in the toddling stage. In 
1913 the normal corporate tax rate was only 1 per 
cent and the highest surtax rate 6 per cent. Even in 
1916 these still stood at 2 per cent and 13 per cent. 


The Tax in World War | 


The Federal government was, in other words, on 
the lookout for new permanent sources of revenue, 
as well as emergency revenue, when the war was 
impending in 1917. In the “Act of Special Prepared- 
ness,” therefore, it included an excess profits tax of 
8 per cent on all profits above a return of 8 per cent 
on invested capital. This, the first American EPT, 
never really operated; it was replaced:in October of 
the same year with a more vigorous law, but it set 
the tone for what followed. Before the so-called 
“Revenue Act of 1918” was passed (three months 
after the Armistice, on Feb. 24, 1919) the Senate 
and House were divided between the principle of 
the existing “high profits” tax and a true “war 
profits” tax, such as Britain had enacted. The House 
was for continuing the existing type of tax, the 
Senate for shifting over to the British type, which 
had made a deep impression on students of war 
taxation here. But now a fresh element intruded 
itself into the controversy. In 1919 war expenditures 
were being reduced, but a new problem had appeared 
as a result of the ratification of the Prohibition 
Amendment, in January which was to deprive the 
Government of one of its main sources of revenue. 
Here was a new role for the EPT, but since Prohibi- 
tion was presumably to be permanent, the EPT also 
had to be a permanent one. The war profits tax could 
not provide a permanent principle, so just as the 
latter was coming into its own, Congress was com- 
pelled to turn back to the “high profits” principle. 

As a war tax the EPT of 1917 proved a good 
revenue producer, especially by standards of the 
previously prevailing corporate income taxes. But 
with the arrival of peace its popularity waned 
rapidly, both in this and other countries. By the 
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close of 1921 it had been repealed almost every- 
where. It is not strange, perhaps, to find that when 
it next reappeared it was in connection with that 
short-lived, but fantastic American experiment with 
the cartelized State in 1933, under the Blue Eagle. 
By the terms of the NRA an excess profits tax of 
5 per cent was levied on all earnings in excess of 
12% per cent of the value of the corporation’s 
stock as declared by the corporation itself. The 
"philosophy behind this scheme — which was to re- 
emerge, as we have seen, in the Morgenthau pro- 
posal of 1941 — was set forth in a radio address by 
President Roosevelt on May 7, 1933, announcing 
plans for the administration of the National Indus- 
trial Recovery Act. Under the NRA, he declared, 
government and industry were to be “in partner- 
ship.” 

It was the expressed intent of the NRA that the 
new version of the EPT was to be temporary, merely 
bridging the revenue gap until the repeal of the 
prohibition law took effect. In 1934, however, Con- 
gress voted to continue this pseudo-excess profit tax, 
along with a companion levy of $1 per $1,000 on 
the declared value of capital stock. The highest 


yield ever produced by this weird combination tax 
was $177 millions (in 1938, when total internal 
revenue was $5,600 millions) but it lingered on the 
statute books as a continuing nuisance until re- 
pealed in the Revenue Act of Nov. 8, 1945. 

The Excess Profits Tax was reintroduced in World 
War II as part of the Second Revenue Act of 1940. 
This time, however, as noted earlier, major reliance 
was placed on the “war profits” principle. When 
the war was over, this time, there was no serious 
demand for its continuance. The Administration 
itself urged its prompt repeal when the fighting was 
at an end, thus reflecting the view of Secretary of 
the Treasury Vinson that it was “too erratic a tax 
engine to turn loose for even one year in a peace- 
time economy.” A high profits tax introduced in 
peacetime, as President Truman recommended in 
1947 and 1948 on the mistaken theory that it would 
be “anti-inflationary”, would have magnified the 
infirmities referred to by Secretary Vinson. But a 
high profits tax offered today, when we are embark- 
ing on a new rearmament program, is doubly to be 
condemned because it is a non-war profits tax 
masquerading as a real one. 














